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August 23,

Mr. Donald W. Bacon
Assistant Commissioner, Compliance
and
Mr. Harold T. Swartz
Assistant Commissioner, Technical
Internal Revenue Service
Washington, D.C
20224
TAX ACCOUNTING METHODS

Gentlemen:

We are writing this letter as a result of our most
recent discussions with you and members of your staff
concerning:
1.

whether a need presently exists for drawing
a distinction between inappropriate accounting
practices, the changes of which should con
stitute changes in accounting methods, and
those changes which should be considered
corrections of errors, and

2.

the definitional problems inherent in attempting
to make such a distinction, if one is made.

Before discussing our thoughts concerning the most
practical rule which we believe can be applied under the
present circumstances, we believe we should review our
earlier recommendations concerning tax accounting methods.

The basic position of the committee on federal taxa
tion of the American Institute of Certified Public Accountants
has long been and continues to be that there should be greater
conformity between the rules of tax accounting and generally
accepted accounting principles.
This position was elaborately
enunciated in a report to the House Ways and Means Committee
during the enactment of the Internal Revenue Code of 1954.
Our position has been that the Internal Revenue Code and
the Regulations should prescribe tax accounting rules which
permit a fair computation of taxable income with the applica
tion of generally accepted accounting principles, and that
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statutory and regulatory rules should be prescribed which
encourage taxpayers with Inappropriate tax accounting practices
to conform their tax accounting to the principles of good financial
accounting.
We recognize that this basic position would require
major legislative changes and cannot be achieved unilaterally
by the Treasury Department through its regulations.
Our previous discussions concerning the distinction
between changes in accounting methods and corrections of errors
have been necessarily carried on in the context of existing
principles of Federal income taxation as distinguished from
generally accepted accounting principles.
In expressing an
opinion that financial statements fairly present the results
of operations and the financial condition of a company in
accordance with generally accepted accounting principles applied
in a manner consistent with preceding years, there is no
occasion for a CPA to distinguish between a change in method
of accounting and the correction of an error, in the same context
in which the distinction has been created for Federal tax purposes.

Despite the fact that generally accepted accounting
principles do not distinguish between a change in accounting
method and a correction of an error, we have from time to time
made recommendations to you for distinguishing between the
two where the need to distinguish arose solely from provisions
of the Internal Revenue Code or the Regulations.
In making
our recommendations in the past, and those we will come to
later in this letter, we have been guided by our practical
experience as tax practitioners rather than by any financial
accounting theory, and have taken into account the current
status of the Internal Revenue Code, the Regulations, and
the interpretations thereof by the courts and the Internal
Revenue Service.
Our first written expression of views concerning the
narrow question of distinguishing between changes of accounting
method and correction of errors was on July 6, 1962 in the
form of a letter to the then Commissioner of Internal Revenue,
Mortimer M. Caplin.
At that time the case law under Section
481 was in the relatively early stages of development, although
it was already apparent that the Commissioner, through his
Chief Counsel, had embarked on a program of litigation designed
to obtain the broadest possible interpretation of the concept
of changes in methods of accounting.

In mid-1962, our experience indicated that the situation
was far from satisfactory Insofar as obtaining permission to
make accounting changes was concerned.
The ten-year spread
was evolving on a case-by-case basis, but the IRS backlog of
pending applications still was Inordinately large.
Further
more, the application of Section 481 to valuation of inventories
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was unclear and had not been tested in the courts.
We pointed
out in our letter that Revenue Ruling 59-285 had stated such an
extreme position regarding changes of accounting method in
general, that there was virtually no facet of inventory valuation
which did not constitute a method of accounting under the conclusion
there stated and revocation of the ruling was recommended.
It
was in this frame of reference that our committee attempted to
divide inventory valuation situations between changes in methods
and corrections of errors and suggested certain rules for distinguish
ing between the two.
No changes were made in the policy of the IRS either in
the outstanding rulings or regulations as a direct result of
our recommendations made in 1962.
The IRS, in fact, accel
erated its litigation program.
The Tax Court's decision in
the American Can Company case, which narrowed somewhat the
ambit of the term, change of accounting method, was appealed
by the Service and reversed by the Circuit Court.
Then, where
a contra revenue effect was involved, the Service argued before
the Tax Court in the Fruehauf case that Section 481 was inapplic
able to the kind of inventory valuation question there presented
and, moreover, that a taxpayer's ending inventory could be
adjusted without making a comparable adjustment to the beginning
inventory.
While basically deciding that Section 481 did apply,
the Tax Court in Fruehauf also cited with approval numerous
court decisions under the 1939 Code holding, both as to inventories
and other items, that the Treasury may not assess a tax for a
later year to make up for a credit erroneously allowed, or a
change erroneously omitted, in an earlier year.
And, the
Commissioner has now acquiesced in the Fruehauf decision.

With the case law under Sections 446(e) and 481 thus
developed, we think that it would be inadvisable to attempt
now to restrict the established meaning of the term, changes
in methods of accounting, through amendments to the Regulations.
It would certainly be improper to do so without assuring tax
payers, through the same Regulations, that the statute of
limitations will be respected and that there will be no attempt
in the case of Commissioner-initiated changes labeled corrections
of errors to pyramid income into an open year which should have
been taxed in a year now barred by statute.
There is nothing in the legislative history of the Revenue
Acts of 1954 and 1958 which indicates a Congressional intention
to create two classes of accounting changes or corrections
subject to different rules of taxation.
The only distinctions
made or indicated by Congress were (1) between taxpayer-initiated
and Commissioner-initiated changes, a codification of the
case law developed over 20 years of litigation under the
1939 Code and (2) between substantial and insubstantial changes.
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Furthermore, it is extremely difficult to delineate
the difference between the two terms.
Although there may
be clear-cut cases at either end of the spectrum, the grey
area is large and troublesome.
If there is to be a significant
difference in the tax result depending on which label is
attached in a given situation, the inevitable result will be
continued controversy.

Finally, no serious administrative problem appears to
arise from attaching a broad meaning to the term, change of
accounting method, with the concomitant requirement that the
Commissioner's permission be obtained.
Now that the ten-year
spread has evolved as a regular practice, applications under
Revenue Procedure 64-16 and on Form 3115 are being processed
expeditiously.
Our experience indicates that taxpayers do
not find this procedure unduly burdensome.
In the light of all that has happened, administratively
and in the courts, our recommendations are as follows:
1.
No attempt should be made to distinguish between
a change in accounting method and the correction of an error.
An accounting method, consistent with present Regulations
Section 446-l(a)(l) would include the accounting treatment
of any item.
2.
Where there is an immaterial change in an accounting
method, the taxpayer should be able to make the change without
permission, consistent with present Regulations Section 446-l(e)(2).
Where such an immaterial change is made, Section 481 will not
apply and the entire adjustment necessary to effect the change
will be taken into account in the year of change.

3.
Where there is a material change in an accounting
method, the taxpayer cannot make the change without permission,
and Section 481 will apply.

4.

If the Commissioner initiates a material change:

(a) the 1954 Code cutoff in Section 481 is
effective;

(b) the adjustment necessary to make the change
will be subject to the relief provision
calculations of Section 481(b); and, in
addition,
(c) the taxpayer may, alternatively, be
to take the adjustment into account
years equal in number to the number
for which the taxpayer has used the
10 years, whichever is less.

permitted
in future
of years
method or
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change, Section 481 is applicable subject to the relief pro
visions mentioned in 4-b and c, above.

6.
The Commissioner should delegate authority to
District offices to grant permission to make material changes
in accounting methods in as many specific areas as possible,
as was done with respect to bad debts.

7.

A change in an accounting method is material if:

(a) the adjustment necessary to make the change
is in excess of $3,000; and
(b) the adjustment is in excess of the lesser of:
(1) 5% of the average taxable income
for the five preceding years;
(2) 25% of the gross income for the
taxable year; or

(3) $250,000

8.
The last day for making requests for permission to
make material changes in an accounting method should be 180
days after the beginning of the taxable year.
If it should
be concluded that such a change would create administrative
hardships for the Service we would recommend that, for good
cause shown by the taxpayer within 90 days after the beginning
of the year, permission will be granted to file Form 3115 not
later than the 180th day.
9.
The Regulations should be amended to provide that
when a taxpayer changes his books of account to meet require
ments by regulatory authorities such as the SEC, the ICC,
the Savings and Loan Commissioner, etc., he need not change
the basis upon which he files his returns, so long as he
maintains supplementary records in support of the basis upon
which he files his return.
On the other hand, if the taxpayer
is required to change his tax accounting method to conform
to the new book method, the change will be treated as a Com
missioner-initiated change.

10.
Regulations Section 1.171-2(c) should be amended
to eliminate the requirement that bona fide selling prices be
determined by reference to prices realized during the 30 days
following the inventory date.
Responsible financial reporting
requires that inventory valuations be reduced in many cases
with respect to obsolete or excess quantities of stock even
though selling prices during the 30 days following the inventory
date may not be reduced.
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We appreciate the opportunity to provide you with
our views, particularly in this area in which we have such
a vital interest.
We would be happy to provide any additional
information you may require or to meet with you, should you
consider it desirable.
Sincerely,

Donald T. Burns, General Chairman
Committee on Federal Taxation

